AN EXPLORATION OF THE USE OF AN 
ADJUSTED BASIS OF FIXED ASSETS IN 
MEASURING PROFITABILITY FOR SHAREHOLDERS 
AND PROSPECTIVE INVESTORS 



James Michael Haynes 



AN EXPLORATION OF THE USE OF AN ADJUSTED BASIS OF FIXED ASSETS IN 
MEASURING PROFITABILITY FOR SHAREHOLDERS AND PROSPECTIVE INVESTORS 



By 

Jamas Michael Haynos 

II 

Bachelor of Business Administration 



Case-We 3 tern Reserve University, 1964 



A Thesis Submitted to tho School of Government and 
Business Administration of The Georgo Washington 
University in Partial Fulfillment of the 
Requirements for tho Degree of 
Master of Business Administration 



May, 1972 



Thesis directed by 
Michael G. Gallagher, C.P.A., LL.M. 
Associate Professor of Accounting 



LIBRARY 

naval postgraduate school 

MONTEREY. CALIF. 93940 



Hv 7 



library 

naval POSTGRADUATE SCHOOL’ 
MONTEREY, CALIF. 93940 



TABLE OF CONTENTS 



Chapter Page 

I. INTRODUCTION 1 



The Problem in Perspective 

The Research question 

Scope of the Study 

Purpose and Utility of tho Study 

Approach 

Organization of the Study 

ii. the nature and utility of financial statements .... 10 

The Principal User and a Changing Emphasis 

The Effects of Inflation on Conventional Reporting 

Severity of Effects on Ixmg-Llved Assets 

III. THE HISTORICAL COST CONCEPT 23 

Theoretical Justification 
Some Deficiencies of tho Concept 
The Cost vs Value Controversy 
Objectivity In Perspective 

IV. SOME ALTERNATIVE BASES OF VALUING FIXED ASSETS .... *0 

Inherent Connotations of Valuation 
General Price Level Adjustments 

An application of general index numbers 
Opposition to general price- level adjustments 
Tho Economic Value Basis 
Current Cost/Roplacement Cost 
Appraisal value 
Specific indexes 

Limitations - theoretical and practical 
A Choice - Iho Most Viable Alternative 

V. MEASUREMENT OF PROFITABILITY 75 

The ROI Concept 

Tho denominator - the clement of fixed assets in 
tho investment base 

The numerator - depreciation as a determinant of 
net income 
Recovery of "Cost" 

The Problem of Capital Maintenance 

Adjustment of Depreciation to Match Current Revenues 
Historical Cost vs General Price Level Adjusted - A 
Comparative Illustration 



in 



VI. summary and conclusions 100 

bibliography 109 



iv 



chapter I 



INTRODUCTION 

Tho Problem In Perspective 

Financial accountants have characteristically held tenaciously to 
the cost basis for representing assets in tho accounting records and thereby 
on financial statements. Cost, they have argued, is the result of a 
bargained transaction and is therefore objective. Implicit in this reasoning 
is one of the assumptions of conventional accounting procedure- -that the 
yardstick used in financial measurement is a constant. This supposition is 
one of convenience, and everyone knows it is not strictly valid. Yet, the 
assumption ha3 boon dominant so long In accounting practice that it has 
become Ingrained in the habits of thought of both those who prepare and 
those who use financial statements, resulting in a widespread tendency to be 
insensitive to its inherent limitations. The striking fact about the past 
twenty-five years ha3 been an increased acquiescence in practice to this 
long-standing blind spot in accounting; this notwithstanding the fact that 
it has been a period in which lack of stability in the value of tho dollar 
has been very much in evidence.* 

The effects of inflation, as evidenced by tho reducing purchasing 
power of our unit of financial reporting, the dollar, are not recognised in 
today's conventional accounting procedures. In tho field of corporate 

*Uilliam A* Paton, Co rpora t e Profits (Homewood, Illinois: 

Richard D. Irwin, Inc., 1965), p. 35. 

^ Anson Herrick, "Inflation in Accounting," Journal of Accountancy , 

( Sep tember, 1960), 51. 
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accounting the impact has been in two main directions: (1) understatement 

of corporate resources employed; (2) overstatement of corporate profits. 

As to the extent of these basic misstatements there is room for argument, 
but that the amounts are substantial for many individual companies and for 
industry as a whole, can hardly be denied.-* 

Ail of our postwar history has been a history of decline in general 
purchasing power. The question has become not whether prices will move 
upward, but by how much. At the end of 1968, the gross national product 
implicit price deflator stood at more than double its 1945 level, and the 
consumer and wholesale price indexes were even higher. There have been many 
complaints that accountants have foiled to recognize this inflation.^ Quite 
to the contrary, the question of the Importance of the variation between 
conventionally accounted incomo and "economic " Income has been debated at 
length. There has been strong advocacy by accountants of prominence of the 
necessity for modifying conventional accounting methods to recognize the 
effect of inflation on depreciation as a major cost factor. On the other 
hand, objectors to change point out the total impracticability of fully 
recognizing all effects of inflation, and the inconsistency of recognizing 
the effect on depreciation and ignoring the effect on other cost factors. 

They hold that such a change would require a new concept of net income which, 
manifestly, would be confusing to the roaders of financial statements."* 

In some cas©3 in which provisions for "price-level depreciation" 
have been reportod, auditors have been careful to point out that such 

^ Pa ton. Corpora t e Profit s, p . 36. 

^Sidney Davidson, "Accounting and Financial Reporting In the 
Seventies," Journal of Accountancy , (December, 1969) , 32. 

^Herrick, "Inflation in Accounting," 51. 
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provisions were not within the scope of generally accepted accounting 

principles. At the same time, however, they have asserted that the results 

£ 

were "more fairly presented" after such adjustments had been made. The 
fact remains that the accounting profession is aware that the historical 
cost postulate Is deficient in several major respects. Recognizing that 
"if an investment is made in assets in 1945 and recovered in 1962, the 
resultant amount of gain or loss is not measurable in any meaningful sense 
by a comparison of dollars received (recovered) with dollars paid out 
(invested),"® the staff of the Accounting Research Division of the American 
Institute of Certified Public Accountants undertook a full scale study of 
the Financial Effects of Price Level Changes. Included in the study are 
treatises on fixed asset revaluation as well as price-level adjusted 
depreciation. 

The amounts by which the various financial statement items are 
affected by changes in the value of the dollar depond on (1) the amount of 
change in prices since the item was acquired and (2) the relative size, in 
dollars, of the items affected. The first factor involves the velocity of 
turnover, i.e. the length of time that the item is on hand. Of all of the 
assets of a firm, the fixed assets (plant and equipment) ordinarily have 
the lowest rates of turnover. It is not unusual to find a plant in use 
more than 25 years after its purchase. The adjustment to state this balance 

^Harvard Business School Accounting Round Table, Th e Measurement 
of . Property , Pl rnt, en d Equi pment in Flnrnclnl Stat ements (Boston : 

Harvard University, 1964), p. 7. 

7 

J. A. Kauriollo, /.ccountl n r for the Financial Analys t (Homewood, 
Illinois: Richard D. Irwin, Inc., 1967), p. 108. 

g 

AICPA Accounting Rosearch Division, Accounting Re se arch Study No. 6 : 
Rep orting the Financial Effects of Price- Level Changes (Now York: AICPA, 

1963), p. 8 (hereafter referred to as ARS *6 ). 
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sheet value and its related depreciation charge in terms of current dollars 

must take into account the entire price change during the past 25 years. 

Even with cyclical price fluctuations, the adjustment Is likely to be 

significant because of the long-term upward trend in prices that has been 

9 

experienced in this country. 

The relatively large size, in dollars, of fixed assets and 

depreciation charges is a second reason why price-level adjustments of 

these accounts frequently will be large. Although the dollar amounts of 

fixed assets held by any firm are somewhat dependent upon the type of 

business operation, it is not uncommon to find that in a manufacturing 

business such assets represent a major portion of total assets. 

A major objective of financial accounting is to provide information 

useful in making economic decisions.* ** Accounting and financial reporting 

seek (or should seek) to provide the raw materials for financial analysis 

by growing numbers of investors, most of whom are more than willing to 

12 

switch freely among securities to take advantage of short-run gains. 

One of the foremost complaints most frequently voiced about 
financial reporting is that financial reports do not provide enough 
currently relevant information. For most of its recent history, accounting 
ha3 been involved in a competition between objectivity and economic 

^ Ralph D. Kennedy and Stewart Y. McMullen, Fina nci al Statements : 
For m, An aly sis a n d Interpretation (5th ed. ; Homewood, Illinois: Richard D. 

Irwin, Inc., 1968), p. 444. 

10 Ibid.., p. 445. 

**Solomon Fabricont, "Inflation and Current Accounting Practice: 

An Economist's View," Journal of Accountanc y, (December, 1971), 44. 

12 

Davidson, "Accounting and Financial Reporting in the Seventies," 
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realism, between simplicity and relevance, with simplicity and auditability 

showing up in the winner’s circle with distressing regularity. If accounting 

Is to be responsive to the needs of the investor and of the larger and more 

diverse user public of the 1970*s, some reversal of the traditional results 

13 

of this contest will be necessary. 

The allocation of investor capital within the economic system is 

heavily influenced by the cumulative effect of investor decisions. The 

firm's reported not income and financial position are among the primary 

quantitative measurements affecting these decisions. Since valuation of 

long-lived assets may have substantial effect on measurements contained in 

14 

these reports, it follows that its importance is unquestioned. 

While it is apparent that tho accounting profession has recognized 
the limitations of the historical cost basis in the wake of a sustained 
period of rising price levels, the treatment given by the profession has 
been largely circumscribed by theoretical considerations. Yet, financial 
accounting as the "language of business" does not exist merely as a concept 
in theory, but rather for the purpose of measuring the operations and 
financial position of a business and to otherwise servo tho needs of 
investors and othor users of financial information. Shareholders and the 
public at large as potential investors must make far-reaching decisions 
on the basis of accounting reports. If tho relevance of the financial 
information contained therein is diminished by a fluctuating price level, 
tho quality of the decision based on such information is of questionable 

13 Ibid. . , 29. 

14 

American Accounting Association, Committee on Concepts and 
Standards— Long Lived Assets, "Accounting for Land, Buildings and 
Equipment," Accounting Rev iew. XXXIX (July, 1964), 693. 
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value. 

The effect of rising price levels in relation to fixed assets is 
compounded in the financial statements--in the measurement of income through 
depreciation charges in the Income Statement* and in the representation of 
assets* the invested capital base* in the Balance Sheet. Inasmuch as 
profitability is often measured by standard financial ratios containing 
Net Income end Return on Net Assets or Investment (Asset) Turnover as 
components, it is immediately evident that the measurement of fixed assets 
on the historical cost basis and on some alternative basis will yield widely 
differing measures of profitability. 

T he Research Questio n 

It will be the purpose of this paper to examine whether a departure 
from the historical cost basis of valuing fixed assets would provide a more 
valid measure of profitability for stockholders and prospective investors. 

Scope of the Study 

The scope has been necessarily limited to provide for adequate 
treatment of the subject within the constraints of time. Accordingly, while 
it is recognized that financial information is of use to regulatory agencies, 
has implicit income tax considerations, and forms the basis for managerial 
accounting information, each of theso could easily provido an alternative 
thesis topic. Rather, it wa3 decided to confine tho study to the implica- 
tions upon the stockholder or prospective investor who usually has access to 
no additional or supplementary financial information other than that 
contained in annual or quarterly reports. Accounting Research Study No. 6, 
as well as other professional literature, give extensive treatment to all 
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balance sheet items including inventories and monetary items in relation to 
price-level chonges. While recognizing the implications of price-level 
changes on each and every account and statement item, for reasons cited 
above, it was determined that fixed assets most acutely demonstrated the 
effects of fluctuations in the price-level, both in relation to their long 
life and their duality effect on profitability measures* Accordingly, 
discussion of alternative bases of valuation is so circumscribed. 

Purpose and Utility of the Study 

It is hoped that this study will have practical implications in 
providing more reliable and valid measures of profitability as derived from 
readily accessible financial information. Additionally it is anticipated 
that this study will further bridge the gap between accounting conventions 
and rudimentary financial analysis. Hopefully there will emerge a recon- 
ciliation of the traditional precepts of the accounting profession with the 
economic realism so necessary to the stockholder and prospective investor 
for decision-making in today's financial climate. 

approach 

This study necessarily draws exclusively on secondary mnterial-- 
contemporary literature, both text and periodical but weighted in favor of 
the latter. As available and applicable, on attempt has been made to place 
special emphasis on literature emanating during the post ten years. Relevant 
sections of all matorlal listed in the bibliography has all been perused and 
has been either explicitly or implicitly employed in compiling this study 
and drawing conclusions therefrom. Analytical methods utilized are primarily 
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Organization of the Study 

Chapter Two will focus on financial statements and explore the 
question of the relationship of accounting profits portrayed therein to 
investment decisions. Coordinately, recent price change history, and the 
trends in Inflation will be treated. Implicit in this discussion will be the 
limitations of conventional financial statements in the face of steadily 
diminishing purchasing power and the implications of investor decisions based 
thereon. 

In Chapter Three we will look at some of the traditional accounting 
precepts which have acted to resist digression from the cost basis. We 
shall examine the accounting concept of cost, tho justification advanced for 
the historical cost basis and the deficiencies of this basis, particularly in 
relation to a fluctuating price level and tho impact of technology. We shall 
also consider the relationship of other accounting conventions including the 
stable dollar assumption, uniformity, conservatism, reliability and objec- 
tivity. Objectivity will receive an extended treatment in its relation to 
considerations of usefulness and economic realism. It is hoped that there 
will emanate a flickering of reconciliation botwoen these traditional 
accounting precepts and a consideration of departure from the historical 
cost basis. 

Chapter Four will deal with soma alternative bases of fixed asset 
valuation as discussed in contemporary literature including current value, 
replacement valuo and economic value. Inasmuch a3 tho decline In general 
purchasing power has boon tho object of much of the discussions concerning 
the limitations of conventional accounting and recommended departure from the 
historical cost basis, purchasing power adjustments will be discussed in 
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depth. Included will be a consideration of the use of specific versus 
general price Indices • a brief narrative on the use of price adjusted 
financial statements, and 30rae points of opposition to price level adjust- 
ments. It Is anticipated that out of this discussion will emerge the 
feasibility of fixed asset revaluation on some basis, both utilitarian and 
theoretically justifiable. 

Chapter Five will examine in depth the components of profitability. 
The role of depreciation in determination of Net Income will be treated at 
length Including a discussion of the purposes of depreciation, apparent 
deficiencies of traditional procedures and some of the alternative treatments 
advocated. Also considered will be the "funding theory" misconception of 
depreciation and the problem of capital maintenance. We shall then proceed 
to a consideration of the fixed asset base in relation to the measure of 
invested capital, the impact of Inflation thereon, and the relationship 
between assets and the measurement of profitability. The discussion will 
conclude with a treatment of comparative ratio analysis, using historical 
cost and some alternative basis. In measuring profitability via the utiliza- 
tion of invested capital assets and the rate of return. 

Chapter Six will present a summary and conclusions derived concerning 
the feasibility and utility of fixed asset revaluation as a more valid 
measure of profitability for the shareholder, or prospective investor. 



chapter II 



THE NATURE AND UTILITY OF FINANCIAL STATEMENTS 



The Principal User and n Changing Emphasis 



The nature of financial statements, os stated by the American 
Institute of Certified Public Accountants, is as follows: 

Financial Statements are prepared for the purpose of 
presenting a periodic review or report on progress by the 
management and donl with the status of the investment in 
the business and results achieved during the period under 
review. They reflect a combination of recorded facts, 
accounting conventions, and porsonal judgments, and the j 
judgments and conventions applied affect them materially . • 

In earlier days accountants were primarily concerned with the construction 

of Che statements. Today the function of analysis and interpretation has 

assumed such significance that it must be considered carefully when the 

statements are prepared so that their content, arrangement, and form will 

2 

contribute to the effectiveness of a study of the data. 

Tho balance sheet reveals the financial condition or status of a 
business, a 3 reflected in the accounting records, at one Particular moment 
in time. The balance sheet may also bo described os a statement of 
investmont--a dual analysis and presentation of the sources of capital and 
the investment of the capital in assets. Tho net amount of capital obtained 
to date from each of several sources is classified according to terms under 



R tnnlnatlcn of Fi n ancial St a tements by I ndepende nt Public 
Account ants , bulletin prepared and published by the American Institute of 
Certified Public Accountants, January, 1936, p. 1, quoted In Kennedy and 
McMullen, Financial Statements , p. 7. 

2 

Kennedy and McMullen, Financial St a temen ts, p. 6. 
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which Che capital was secured. The net amount of capital invested to date 
in each asset item is classified according to the nature of the commitment 
of capital and the frequency of opportunity to decide about the recommitment 
of capital into specific investments. This approach to the balance sheet 
emphasizes that it is not and does not purport to be a statement of value; 
it is only a listing of the sources and investments of capital. 

The income statement of a manufacturing or trading concern reveals 

the net income or net loss resulting from the operation of the business 

during the period covered by the report. It is thus a statement of activity 

3 

and the results of chat activity. 

Published financial statements ore thus tho means by which investors 
inform themselves of tho capacity of a firm to carry on its operations and 
to adapt itself to changes in its environment. They are also the basis on 
which investors may judge the general performance of companies and their 
officers. The propriety of all judgments with respect to tho future and 
the past depends on the adequacy with which what has actually transpired In 
each successive period is represented in the financial statements of that 
period.^ It is important to note that historical financial statements 
purport to fulfill managements fiduciary accountabilities and the needs of 
Persons having bona fide interests. Including the stockholders, only to the 
extent of presenting fairly tho financial position and results of operations 
for the period in accordance with generally accepted accounting principles 
consistently applied.^ 

3 Ibid., p. 5. 

^R. J. Chambers, Financial Management (3rd ed.J Sidney: The Law 

Book Company, Ltd., 1969), p. 232. 

3 Paul Grady, Inventory of Generally Accepted Accounting; Principles 
for Business Enterprises (New York: AlCPA, 1965), p. 299. 
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Financial statements are used for different purposes and in different 
ways by a great many people. Stewardship accounting is less significant, 
than was the case 30 years ago, while the presentation of accounting data 
for making decisions os to future is more important.** Managements of a 
business enterprise and mcmbors of the accounting profession obviously have 
a continuous concern and obligation to present financial statements of the 
greatest possible usefulness to investors and others having bona fide 
interests. Yet, financial statements, although indispensable as an in- 
strument for Partial fulfillment of fiduciary accountabilities, have serious 
limitations in providing a basis for Investment decisions. They are 
historical and based on cost, not valuo. It is thus incumbent upon investors 
to bear In mind that in times of inflation that historical costs of items 
purchased in prior periods are usually less than current costs, resulting in 
a reported income which probably exceeds income fully stated in current 
dollars.^ 

For one user, the security analyst, financial statements are the most 
important tools used in making decisions about investments. Market expec- 
tations are heavily weighted by the story told by accounting. This story 
includes information on the nature of the company, the quality of past 
management and other valuable insights which contribute to projections of 
future earnings, dividends, and prices. Since the security analyst is 
dealing with shares of stock, rather thanwith whole companies, he has an 
intense interest In earnings and assets per share. For example, he wants 
to know what the company actually earned la3t year, which may be quite 

^George R. Catlett, "Better Objectives Needod to Improve Accounting 
Principles," J ournal of Ac c ount ancy. (October, 1969), 64. 

7 

Grady, Inventor y . p. 300. 
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different from what is reported by the company. Thus, in order to gain an 
understanding of the company, he Is compelled to adjust reported earnings 

g 

to reflect actual earnings from ordinary operations on a consistent basis. 

Of more relevance for purposes of this paper is the fact that the accounting 

techniques that may distract or obscure actual economic results and financial 

position are probably of greatest importance to the non-professional since, 

for the most Part, professional analysts can make the necessary adjustments 

9 

from a penetrating appraisal of the statements and notes appended thereto. 

Of these non-professionals, shareholders and prospective small investors may 
be considered the prime users. 

There is considerable precedent for identifying the primary users 
of published financial statements as the investor group. This is a natural 
and logical outgrowth of the securities legislation that has been so 
effective in stimulating increased availability and improved quality of 
financial information. 10 The American Accounting Association in acknowl- 
edging the investor orientation of accounting has stated In a committee 
report, "Specifically, the purpose of (published) financial statements is to 
assist the investor in making his own qualitative judgments about a firm."**' 
George 0. May commented: 

The purpose©? furnishing accounts to shareholders must 
bo not only to afford them information in regard to the 



^Frank E. Block, "A Security Analyst looks at Accounting," 
F inancial Exe cutive, ( November, 197 1 ) , 22. 

9 

T. R. Dyckmnn, Studios in Accounting Research #1; Investment 
^ n ?AY. s .V?_ rnc * General Price- L ove 1 Ad.justm-nts (Evanston, Illinois: American 

Accounting Association, 1969), p. 12. 

^Harvard Round Table, Meas u rement , p. 21. 

**Amerlcan Accounting Association Committee, "Accounting for Land, 
Buildings, and Equipment," 693. 
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results being achieved by those to whom they have entrusted 
the management of the business, but to aid them in taking 
appropriate action to give effect to the conclusions which 
they have regarding such accomplishments • . . The only 
practical way in which an investor can today give expression 
to his conclusions in regard to the management of a corpora- 
tion in which he is Interested is by retaining, increasing 
or disposing of his investment, and accounts are mainly 
valuable to him insofar as they afford guidance in determining 
which of these courses he shall pursue. *2 

There is considerable evidonce that this purpose is not being adequately 

fulfilled. Some Imply that the deficiency is by design. It has been stated 

that: 



Corporate earnings are a major factor in determining the 
prices of common stocks . . . Granting Chat official 
financial statements do not always reflect the true earnings, 
thoy constitute, nevertheless, the principal earnings data 
upon which the investing public and business analyst must 
rely. *3 

It has been further asserted that: 

There Is a widespread view among managers and accountants 
that the market responds directly to changes in reported 
earnings per share, that investors cannot see through the 
reported oarnlngs data to the underlying economic facts 
which reports are supposed Co depict. Believing this, and 
recognizing the stress on short run performance, many 
managements seem to be seeking Chat set of accounting 
practicos or principles which will maximize roported 
earnings per share, at least in the short run.*^ 

Given that the measurement of income has emerged as the principal 

function of accounting, it seems more reasonable to believe that failure to 

more validly measure Income is not based on any concerted attempt to deceive. 



quoted in: Paul Grady (cd.). Memoirs and Accounting Though t of 

Ge orge 0. M ay (Chicago: The Ronald Press, 1962), p. 67. 

^Quoted In: Dolmas D. Ray, Accounti n g and Busi n ess Fluctuations 

(Gainesville, Fla.: University of Florida Pres3, 1960), p. 15. 

14 

Davidson, "Accounting and Financial Reporting in the Seventies," 

30. 

15 



Ray, Accounting and Business Fluctuations , p. 14 
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at least on the part of professional accountants who must audit and certify 
the representations of management, but rather too rigid an adherence to 
conventions which are no longer relevant* Thus, in determining reporting 
practice, consideration of Investor's needs possibly has been expressed 
negatively--to make statements not misleading. As George 0. May once 
observed, "preoccupation with the importance of not misleading investors 
has obscured the desirability of enlightening them. "16 The unfortunate 
consequence of this philosophy in a period of changing economic concepts 
and conditions appears to be inadvertent deception. 

It has been proposed that the purposes of financial statements 
prepared for presentation of a publicly held corporation would necessarily 

include the following;*^ 

(a) To provide the best possible basis for the stockholders to 
project tho earnings and financial condition of the corporation. 

(b) To provide tho best possible basis for evaluating tho performance 
of management. Yet, current accounting doctrines which suggest that the 
expression of financial condition should be limited to a cost made evident 

in tho past , hove at minimum given little attention to their effect on the 

validity of tho balance sheet. Accordingly it has been rendered Increasingly 

IB 

less usable as a financial tool. 

Starting from tho position that accounting information is useful 

*^Quoced in Donald E. Stone, "Tho Objective of Financial Reporting 
in the Annual Report," A ccoun ting Revie w, XLII (April, 1967), 336. 

^Robert L. Dickens and John 0. Blackburn, "Holding Galas on Fixed 
Assets: An Element of Business Income?" Accounting Review, XXIX (April, 

1964), 314. 

18 

Herbert C. Knortz, "Economic Realism as a Reporting Essential," 
Financial Executive . (March, 1969), 22. 
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to the extent that It facilitates decision making, it has been postulated 
that financial statements are useful because quantitative data are helpful 
in making rational economic decisions, l.e. in making choices among 

19 

alternatives so that actions are correctly related to consequences. Thus, 

while conventional accounting reports may have on historical perspective, 

the value of those reports cannot be measured solely by the accuracy with 

which they reflect the past. Rather, most users, shareholders and investors, 

are not interested at all in the past par se, but only to the extent that the 

20 

past can be used to reveal the future. 

The accounting profession’s preoccupation with traditional conventions 
seems to suggest that it has lost sight of the objectives of financial 
accounting as set forth above; that they have boon more concerned with means 
rather than with ends. While such a conceptuall cation of the problem may 
have validity, it is not sufficient to placato the users of financial 
information. It ha3 been asserted: 

The APB (Accounting Principles Board) and the entire 
accounting profession are rapidly heading into a period when 
the objectives must bo (ro) established and the prices put 
together on a rational and consistent basis. Investors and 
other users of financial statements will not continue to 
accept the pronouncements of a profession which has not 
developed sensible and understandable objectives in the 
light of current needs of those who use financial statements. 2 * 

If accounting conventions once considered useful aro now deemed deficient, 

what then has caused the dimini 9hment of their utility? Let us now turn 

our attention to economic forces responsible for this motemorphis and their 



19 

Lyn D. Pankoff and Robert L. Virgil, "On the Usefulness of 
Financial Statement Information: A Suggested Research Approach," 

A ccounting Review, XLV (April, 1970), 269. 

20 Ibid . , 270. 

2l Catlett, "Better Objectives," 63. 
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recognized effect on conventional financial statements. 

The Effects of Inflat i on on Conv entional Reporting 

The effects of inflation, as evidenced by the reducing purchasing 

power of our unit of financial reporting, the dollar, are not recognized in 

conventional accounting procedures Accordingly, the substantial inflation 

which has cut the purchasing power of the dollar by about half since 1940 has 

considerably impaired the usefulness of financial statements based entirely 

23 

on historical costs. The principal point at which serious misstatement 
occurs is where expenses are based in considerable measure on costs incurred 
in earlier periods and hence recorded in terms of earlier generations of 
dollars. In essence then present-day corporate reporting and accounting 
display a crucial weakness in showing a level of earning power substantially 
above actual performance.^ Especially discouraging is the reticence of 
many accountants to recognize the severity of the problem, preferring instead 
the more comfortable implicit assumption that inflation has been less than 
moderate. The facts Indicate the contrary. During the two-year period 
1969-1970, the general price level rose by 10 per cent, measured by GNP 
price deflator, and about the same when measured by the consumer price index. 
Since 1963, when the AlCPA published its Accounting Research Study No. 6 , the 
general price level has risen by 30 per cent, while the price rise has been 
75 per cent since 1948, when the AlCPA set up its Study Group on Business 

^Herrick, ’’Inflation in Accounting," 51. 

O O 

Solomon T. Fllnk and Donald Grunewald, Manager ial Finance , 

(New York: John Wiley & Sons, Inc., 1969), p. 622. 

2 ^Paton, Corporate Profits , pp. 36-42. 

25 

Fabr leant, "An Economises View," 43. 
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Income. Thus, inflation affects the basic unit of measurement on which 

financial statements are based, and thus distorts the information on which 

97 

users of financial information rely. In effect then, under conventional 

accounting procedures, the dollar is an extremely poor unit of measurement, 

because its value or purchasing power is continually changing. The fact 

that conventional accounting adheres to an unstable measuring unit thus 

presents the greatest Impediment to interpretation of its results as found 

28 

in financial statements. Even during periods of slow but steady price 
increases, such as the 1960's, there may be a significant distortion of 
published financial statements. This follows from the fact that "values" 
on such financial statements are expressed in dollars of varying size; as 
prices rise, the value of the dollar declines. Such statements are always 
distorted, and may be seriously misleading. 

To make more explicit the seriousness of the effects alluded to 
above, the problem created by the Instability of the dollar is two-fold. ^ 

1. The amounts appearing on the financial statements 
of a given firm or of two different firms are not comparable 
because these amounts are expressed in dollars having 
different values. 

2. Conventional published financial statements 
(relying heavily on dollar cost) fail to reflect the effect 
of changes in the value of the dollar upon the purchasing 

26 IJbid.. 

27 Ibid., 39. 

98 

John N. Myer, Financial Statement /nalysis (4th ed.; Englewood 
Cliffs, N.J.: Prentico-Hall , Inc., 1969), p. 31. 

29 

Kennedy and McMullen, Financial Statements , p. 435. 
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power of the resources of the firm. 

An indication of the seriousness of the resulting distortion is revealed by 

such published comments as the following: 

The reported net income of the 30 oil companies was $763 
millions in 1946 and $1,219 millions in 1947, an increase 
of 60 per cent . . . But the charges for capital extinguish- 
ments (depreciation, depiction, etc.) . . * were Inadequate 
to replace ... this capital . . • The extent to v;hich 
reported "profits” wore thus in effect overstated can be 
approximately determined by adjusting the capital extinguish- 
ment charges which are expressed in historical dollars, so 
that they reflect current dollars . . . If this is done we 
find that the adjusted not Income becomes $418 millions in 
1946 end $513 millions in 1947, cn increase of 23 per cent 
... It thus becomes apparent that the changing value of 
the dollar distorts the income account so that the reported 
net Income ceases to bo synonymous with profit. 30 

In brief, then, without adjustment of the figures the income statement 

suffers from price-level changes by the lack of comparability of the 

accounting figures, in that depreciation and similar costs fail to reflect 

the current price level, and therefore are not comparable with the current 

revenue figures. The resultant is a diminished significance of the reported 

net income. As a corollary, income taxes are based upon a concept of Income 

which is questionable and which. In particular, discriminates against 

companies with large investments in plant and equipment when the price 

level is rising and in their favor when prices ore falling. Additionally, 

the balance sheet suffers from lack of comparability of the various items. 

This aggregates to the net result that stockholders and other investors are 

not provided with information which enables them to properly interpret the 

operating results and to judge the relative effect of price-level changes 

upon a particular enterprise. 31 



30 Ibid . , p. 442. 

31 

Per ry Mason, Price* Level Changes and Financial Statement s 
(Columbus* Ohio: American Accounting Association* 1956), p* 11# 
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Severity of Effects on bong- Lived Assets 

Tho amount of attention given In any discussion of inflation and 
declining purchasing power, to the deficiencies of depreciation as measured 
by conventional accounting procedures, suggests the extent to which this 
determinant of cost and thereby net income is affected by a changing price 
level. Coordinately, the fixed asset base from which the depreciation 
charge arises must be similarly affected. Let us then proceed to delineate 
tho pertinent point of the foregoing for the purpose of this paper--namely 
tho affect of fluctuating price levels on conventional balance sheet values 
of fixed assets and the related depreciation charges. The substantial 
inflation which has cut the purchasing power of tho dollar by about half 
since 1940 has considerably impaired the usefulness of financial statements 
based entirely on historical costs. Most significantly, the major dis- 
crepancy between not income reported on an historical basis and net income 
computed in "current dollars" arises from the difference between depreciation 

on original cost in historical dollars and depreciation on that same original 

32 

cost measured in current dollars of substantially loss purchasing power. 

Big aICPa subscribed to this view when it acknowledged that in periods of 

price-level changes depreciation is usually the most drastically affected 

item on the operating statement, since it typically roflects the value of the 

dollar at many different points of time, depending upon when the various 

33 

depreciable assets wore acquired. Under conventional accounting, a 
purchased facility is recorded as an asset using the number of dollars paid 
for it in the year of purchase, and this dollar amount becomes the basis for 

■^Flink and Grunewald, Managerial Finance , p. 622. 

33 AICPA, MS 6 . p. 24. 
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depreciation expense for all the years of its useful life. The depreciation 
expense allocated to each year’s revenues is expressed in the historical 
dollars of the year of purchase of the facility while the revenues are 
usually expressed in the dollars of the year of the Income statement, or 
current dollars. Similarly, on the Balance Sheet, long-lived facilities 
(machinery, for example) purchased in different years (with historical 
dollars of varying purchasing power) are added together as if the dollars 
were all alike. Clearly, in a period of continually rising prices, as has 
been the experience in the U. S. since 1940, the effect of valuing long- 
lived assets at historical acquisition costs, and then computing depreciation 
expense on the basis of these costs is to understate the value of plant and 
equipment assets on the Balance Shoet and to understate the depreciation 
expense on the Income Statement. Reported earnings thus tend to be over- 
stated.^ 

The reporting of the costs of resources, incurred over a period of 
years, in terms of dollars of substantially varying value would appear quite 
improper in that resulting financial statement figures are thus dependent 
upon what the purchasing power of money was at the time the transactions 
they reflect took place. ^ It should not be assumed that consideration of 
this factor should readily come to the fore to financial statement users, 
other than the most astute and highly trained analysts. At this point 
perhaps it may be ventured that under the economic conditions experienced 
over the past 30 years, conventional accounting procedures and the historical 
cost basis of representing fixed assets does not provide a satisfactory basis 

r\t 

raul E. Fortig, Donald F. Istvan, and Homer A. Mottice, Usinjr 
Ac counting Information (New York: Harcourt, Brace & world, Inc., 1965), P« 424. 
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for the measurement of the financial condition of a business subsequent to 
the acquisition of such assets* ^ 

Ours is a dynamic economy characterized by many changes- -changes in 
the money supply* which* if they differ from the change in real output, 
produce changes in the general level of prices. In this world of change, 
financial reports continue to adhere to historical cost valuations which. It 
has been asserted, have absolutely no current significance to anyone. It 
would thus appear that financial accounting is locked In by a convention 
which may have once served a useful purpose, but is now out of date. 

Let us now turn our attention to a more in depth look at the 
historical cost convention, the theoretical basis of its justification, and 
the accounting concepts which seem to support it. Perhaps then we may be 
able to effect a reconciliation between some of the precepts of accounting 
and a departure from the historical cost basis. 



36 Ibld .„ p. 32. 

37 
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chapter III 



THE HISTORICAL COST CONCEPT 
Theoretical Justification 

It is a generally recognized accounting principle that the accounting 

basis for assets » at the date of their acquisition, is the cost thereof, 

regardless of other possible values. Thus, cost basis reflects on subsequent 

balance sheets what management paid in acquiring various assets. Presumably 

then it permits a judgment to be made regarding the ability of management by 

the record of its Past decisions regarding asset purchases.* The balance 

sheet incorporating historical cost asset valuations thus serves as a summary 

of controlling accounts for which management is responsible. It has been 

inferred that to use any other basis would only complicate matters regarding 

2 

the property control function. 

A number of other justifications have been given for using the cost 
basis. Among these are the fact that cost is the only definite fact availa- 
ble when an asset is purchased thereby making it entirely reasonable to 
charge the asset account with this amount.-* Further, accounting assumes that 
cost is equal to fair market value at the dates of the transactions between 

*H. A. Finney and Herbert E. Miller, Principl es of Accounting-- 
Intr oduc tory (5th cd.J Englewood Cliffs, N.J.: Prentice-Hall, Inc., 1957), 

p. 10. 

^G. Kenneth Nelson, "Current and Historical Costs in Financial 
Statements," Accounting Revi ew. XLI (January, 1966) , 46. 

3 

William A. Paton, "The Postulates of Accounting," in Signi ficant 
A ccounting Essays , ed. by Maurice Moonitz and A. C. Littleton (Englewood 
Cliffs, N.J.: Prentice- Hail, Inc., 1965), p. 76. 
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entities and that fair market values, determined at arms lengths by opposing 
interests are objective. The premise follows that the cost basis deals with 
objective measures of value. Any number of treatises have dealt with 
historical cost and its theoretical justifications, yet most have resolved 
to the relative merits of a widely recognized convention whose implementa- 
tion is objectively determined. One comment advanced in this regard is that 
"historical costs are not as subject to manipulation as some other valuations 
would likely be."^ Another of the factors attributed to being most favorable 
to the continued use of historical acquisition cost is "the widespread 
recognition that the reported amounts do not represent value--that they 
merely reflect unexpired cost." It has been further suggested that 
representations of value per se in the financial statements might bo 
misleading in that tho erroneous assumption could ariso that such figures 
represent what could bo obtained upon liquidation.^ An illustration of the 
unyielding attitude of those who so tenaciously cling to the concept of 
historical costs, even in light of an appreciably altered economic 
environment, is expressed by the following: 

Financial statements based on historical costs are Part 
of tho discipline of management ... It is part of their 
responsibility to tho public to show what has been invested in 
the business and whore that investment has gone, regardless 
of tho fact that price levels may have changed radically over 
the period of time that this capital has boon invested. 

In essence, this does not deny that the use of historical cost prohibits 



^Curtis H. Stanley, "Cost-Basis Valuations in Transactions Between 
Entities," Accounting Review , XXXIX (July, 1964), 640. 

^Harvard Round Table, Measurement . p. 27. 

6 Ibld . « p. 30. 

? MSL., P- 27. 
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showing the financial position of a business in terms of current economic 
conditions • Rather* it implies that the latter is not important In the 
province of accounting, that accounting is no more than the recording and 
reporting of transactions--past events that have actually taken place, 

O 

conditions that have arisen in the past. Such would seem to raise serious 
question as to the utility of conventional financial accounting to statement 
users . 



Some Deficiencies of the Concept 

A great deal of importance has been attached to the fact that 
historical costs represent an opinion about the value of an asset that was, 
at one stage, backed up by hard cash, hence Implying objectivity of measure- 
ment. However, many assets may change hands at prices far too high, or too 
low, and thus there is not necessarily a genuinely objective valuation in the 

price at which a property once changed hands. Moreover, the passage of time 

9 

can remove any significance that the purchase price might once have had. 

Thus, while value and cost may be assumed synonomou3 at the transaction date, 
the measurement cannot be assumed to be absolutely objective. Accordingly, 
the historical cost basis on which fixed assets are measured does not provide 
a satisfactory basis for tho measurement of the financial condition of a 
business subsequent to the acquisition of such assets.*^ In the case of such 
long-lived elements, the passage of time and changes in economic conditions 
and prices may render cost data unreliable and even misleading for the 

8 1 bid. , p. 31. 

9 

Howard Ross, The Elusive Art of Accounting . (New York: The Ronald 

Press, 1966), p. 55. 

^Myer, Financial Statement Analysis , p. 32. 
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purposes accounting is supposed to serve. ^ 

In the study of the Taxation and Research Committee of the 
Association of Certified and Corporate Accountants in England, undesirable 
effects of historical-cost accounting are associated with financing, 
managerial decisions and interpretation, among which are:^^ 

1. If prices are not set to include sufficient allowance for the 
cost of replacing resources and facilities, what was considered a normal 
profit margin will of necessity be required to make replacements. 

2. Management falls into bad habits because of the appearance of 
good profits when prices are rising, and it may tolerate inefficiencies. 

3. The best choice of products may be overlooked, for what seems to 
be a profitable line on a historical-cost basis may not be on a current cost 
basis* 

4. Tlie stockholders' interest is not in a certain amount of money 
capital but in the yield from a going concern. 

It would thus appear that despite its theoretical merits based on 
objectivity, with which we shall deal in greater depth below, historical 
cost though easily verifiable and simple to understand does not provide a 
basis for today's financial statements upon which the user may base rational 

19 

decisions. 1° this regard the following has been charged: 

To submit a statement of financial position as a list 
of costs not yet charged to revenues, although consistent 
within the cost neoded is ... no basis for the formulation 
of . . . (rational economic) decisions. Of what significance 

A. Paton, "Accounting Procedures and Private Enterprises," in 
St^nif leant Accounting Essa ys, p. 195. 

12 

C. Aubrey Smith and Jim G. Ashburne, Financial and Administrative 
Accounting . (New York: McGraw-Hill, 1960), p. 285. 

13 

Catlett, "Better Objectives," 64. 
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i 3 an emphasis on increase In "wealth" (income detormi nation) 
during a period if the figures at the boginning and end of 
the period themselves do not express wealth at those points 
of time? While historical cost methods may give some 
indication to the shareholders of the stewardship of 
management in the management of costs and money capital 
under their control, the records give no indication of the 
real worth of the enterprise as a going concern except to 
the extent that operating profit is a predictive device. In 
short, it is a static concept in a dynamic economy with its 
changing prices. 16 

It would thus seem that the most glaring fault of conventional 
accounting methods has been a failure to keep pace and adapt to today's 
economic realism. The impropriety of reporting the costs of resources* 
incurrod over a period of years in terms of dollars of substantially 
varying value is quite apparent. Cost is an economic quostlon, not merely 
a monetary number on a piece of paper. Costs represent the economic 
sacrifice made, the purchasing power utilized in acquiring something. The 
monetary unit in effect when the acquisition is made is merely the con- 
venient yardstick to employ in recording the cost. But it must bo remembered 
that although the n-»r.o of the monotary unit ha3 thus far boon preserved in 

the United States* the value of the unit has been substantially eroded In 
IS 

recent decades. 

From the foregoing discussion* it would seem that cost, as one of 
the recorded facts of accountancy and as the basis for determining subse- 
quent "book" values and periodic depreciation, would appear to have certain 
limitations. When any commodity or service is acquired in the market, cost 
i3 the best available evidence of the economic value prevailing at that 
moment. In other words, cost at tho point of acquisition expresses what 



14 

Stephen H. Penman, "What Net Asset Value?-- An Extension of a 
Familiar Dobate," Accounting Review , XLV (April, 1970), 338. 

^ Pa ton. Corporate Profits , p. 40. 
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the contracting parties consider the goods or services to be worth. In this 
sense cost expresses initial value, and as such is a datum of very considers* 
ble importance. From this reasoning it would be a short step to consider 
financial accounting in terms of values rather than costs. What seems to be 
needed at this stage in the evolution of accounting is a new significant 
definition of cost for fixed assets comparable with the definitions of cost 
which have been evolved for Inventories. Such a definition which would be 
just as effective in keeping accounting economically and mathematically 
sound during periods of widely fluctuating prices as well as during 
periods of relatively stable prices. Hence, cost is a substantive economic 
measure and expresses the economic power contributed or economic sacrifice 
Incurred. With this conception in view it becomes necessary to restate or 
convert recorded data when there has been a marked and persistent change in 
the value of the dollar. Without such restatement or qualification the 
recorded data no longer represents true cost. That is, so-called "actual 
cost" paridoxically may not be "actual cost. 

Tiio Cost Versus Value Controversy 

It should immediately be recognized that any progression down the 
Path suggested immediately above will ' invariably lead to a discussion 
centering on the "cost vs. value" controversy. Proponents of the former 
argue on the basis of objectivity and the stewardship function of accounting, 
while advocates of the latter stross greater utility in a period of 
fluctuating prices. Before proceeding to examine some value based concepts 
of representing assots, lot us look at the concepts of "cost" and "value" 

l ^Roy a. Foulke, Pr actical Financial Statement analysis (6th ed.{ 

New York: McGraw-Hill, 1968), p. 607. 
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in relation to the postulates objectivity, utility, and economic realism, 
and see if a reconciliation of the concepts Is possible. 

In traditional accounting thought, value was and still is a subjective 

Idea which thus cannot exist independently of on opinion, or group of 

opinions, which change with circumstances* This philosophy holds that when 

cost figures, representing investment, are altered to represent some "value", 

not only is the statement altered but the results of the valuation ore also 

Projected Into the future. Therefore, it is held, o statement which purports 

to show some "actual" or "real" valuo assumes a false and impossible validity 

both for the present and future. Cno of the necessities of conventional 

accounting then is that it be objective. Although this limits its scope, 

when it enters fields which are entirely subjoctive in their nature, such an 

extrapolation is tantamount to using on instrument designed primarily for 

recording observed, objective facts, to measure the effect and extent of 

changes which are based primarily on emotions and intellectual reactions. 

Valuation is thus not conceived to bo within the sphere of accounting and 

17 

should be so recognized. 

It would seem that such a restricted conception of "valuo" must 
derive from the verifiability of an arm’s length transaction which thus, 
it is purported, serves as an objective measure upon which statement figures 
must necessarily bo based. While little issuo can be taken with the merits 
of pure objectivity, the question arises as to how far pure objectivity 
should be carried, what does it actually measure and are such measures 
useful to the users of financial statements. Let us proceed to take these 
i ssuos up one at a time. 

17 

'Maurice E. Poloubct, "Is Value on Accounting Concept," In 
Sign ificant Accounting Essays , od. by Maurice Moonltz and A. C. Littleton, 
(Englewood Cliffs, N.J.: Prentice-Hail « Inc., 1965), pp. 96-97. 
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Objectivity in Perspective 

It has been stated that an important reason for the confidence placed 

in the financial statements of a business is the fact that auditors require 

verifiable objective evidence to support the accounting transactions that 

are recorded in the accounting records. Accordingly, the best evidence is 

that which is most objective, i.e., that which is least influenced by 

18 

personal opinion and judgmont. The Accountants Handbook states that "the 

word "objective" by definition means "impersonal"--the giving of facts as 

19 

they are without a bias toward either side." A Dictionary for Accountant s 

further terms the word objective as: ". . . having a moaning or application 

apart from the investigator, the peculiarities of his experience, or the 

environment, and substantiated or capable of being substantiated by the 

on 

findings of independent investigators." 

It has boon further suggested that the criterion of objectivity is 

that another knowledgeable person can independently arrivo at the sam e 

conclusion based on a reasoned application of his knowledge of the facts at 
2 1 

hand. The latter, howevor, has oven been criticized by some professional 
accountants as interpreting the requirements of objective accounting in too 
rigorous a manner. A number of conventional accounting measurements, 
allocations and the liko are somewhat arbitrarily based, and one need only 
consider such matters as joint-cost allocations, alternative depreciation 

18 

Kennedy and McMullen, Financial Statements , p. 29. 

^A ccoun ta nts Handbook , ed. by Rufus wixon (4th ed.; New York: The 

Ronald Press, 1956). 
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Eric Kohler, A Dictionary for Accountants (Englewood Cliffs, 
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formulae* and arbitrary provisions for possible future liabilities to 
realize the extent to which pure objectivity is diluted in consideration of 
practicality, simplicity or convenience. This is not to suggest that 
objectivity must necessarily be sacrificed at all, but rather that the 
objectivity requirement not be Interpreted in too rigid a manner. In 
carrying the argument to its logical conclusion, one might be forced to 
conclude that strict cash accounting alone satisfies a rigid Interpretation 
of objectivity.^ 

Fortunately the implications of rigid adherence to pure objectivity 

is now being recognized in some of the contemporary literature of the 

profession. Howard Ross illustrates the ultimate absurdity of adhering to 

cash (arm's length) transactions in the pursuit of objectivity.^ 

. . . consider the actual case history of a pair of Identical 
semi-detached residences. One of the residences was last sold 
in 1943 for $6,000 and the other in 1963 for $36,000. This 
may seem an amazing variation, but it represented the depressed 
real ostato market in the area during World War II and the 
present boom conditions. In any event, it is the principle 
that is important and everyone can recognize the common 
situation in which identical assots soil at different prices 
at different times. 

Consider now the conventional treatment of these 
residences in their ovmers' balance sheets in 1963. Tile 
owner of the second house would carry it at $36,000. On the 
other hand if the owner of the first house uses the popular 
straight-line rate of depreciation for buildings of 2 1/2 per 
cent his residence would appear in his balance sheot at 
$3,000. If the sole at $36,000 was a legitimate one, can it 
possibly be justifiable to carry the first house at $3,000? 

Does this value moan anything to someone who is trying to 
use a balance sheet to find out something about the ownor's 
financial position? If the houses arc identical, is not the 
$36,000 valuation just os much an appraisal backed by cash as 
the $3,000 figure? To drive homo the full proposterousness 
of our conventional treatment, it might be pointod out that 



*^M. C. Wells and W. D. J. Cotton, "Holding Gains on Fixed Assets," 
Accounting Review , XL (October, 1965), 832. 
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if both these residences had been purchased by the same owner 
it would bo considered quite proper for him to carry the two 
identical osccts--ono at a valuation of $3,000 and the other 
at $36,000 in his balance sheet. Moreover, if ho sold the 
first house subsequently for $30,000 it would bo considered 
that he should record a $37,000 capital gain, whereas if he 
sold the second house at that prico he would register a 
$6,000 capital loss ... 

Even the most inflexible of accountants would perhaps 
not carry conventional procedures to their logical conclusion 
when dealing with a case as extreme as this. In practice 
some way con usually bo found to soften such absurdities as 
Permitting the owner of two identical fixed assets to carry 
one of them at twelve times the value of the other. But 
this is not the point. It is all very wall to devise some 
means of adjustment (through oppraisal, write- down averaging- 
up, or something of the sort) when one comes face to face 
with a transparently grotesque situation. Tho significant 
conclusion is that even if one owner does not have two 
identical assots purchased at such different prlces--even 
indeed if two identical assets do exist — it would still bo 
ridiculous for anyone to carry the first house in his 
bolanco sheet in 1963 at $3,000. If there were no current 
sale of an identical house to go by surely some more in- 
telligent value than $3,000 could be established. What does 
it mattor if one appraiser valued tho house at $30,000 and 
another at $40,000 (a spread that might bo considered 
improbably wide in practice)? Either of these figures is 
nearer tho mark than $3,000. 

In the foregoing case the problem is indeed simplified 
by tho current sale of an identical property. Often, perhaps 
normally, things will not work out that conveniently. How- 
ovor, if there is not an Identical house, there are usually 
reasonably similar houses. If thore is not a recent sale, 
there I 3 at least a reasonably demonstrable market. Whatever 
the problems are, it must bo rarely that a twcnty-year-old 
transaction provides tho best basis available for valuation. 

Tile most important general criticism of financial 
statements, as wo now produce then, is not that they aro 
inaccurate, nor that there is anything illogical about the 
generally accepted principles on which they ore based; the 
most general criticism is simply that tho financial statements 
are not sufficiently Informative. 

U T e have gone too far In our devotion to objectivity. 

If better statements ara to be produced, they can bo 
produced only by improving the quality of judgment that goes 
into their preparation- -not by resisting so fanatically the 
extension of tho judgmental element. The essential task 
of the accounting profession is to encourage tho U3e of the 
most impartial artd best informed opinions that can bo brought 
to boar. 

To sum up, tho trouble with overrating objectivity is 
that it tends to make us satisfied with a valuation that can 
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be documented and thua defended, rather than encouraging 
us to develop moro realistic and useful valuation procedures. 

Other contemporary writers In the field have not been quite so 
poignant in thoir criticism of conventional accounting’s tenacious adherence 
to a rigid criterion of objoctivity. Rather they have recognized the fact 
that judgment has and always will play a large role in the work of the 
accountant and in many instances the criteria of objectivity must be 
tempered in relation to both judgment and utility. Different connotations 
of objectivity have boon used extensively for some time in the professional 
literature. When used without a qualifying adjective, their precise meaning 
is difficult to dotermine. While objectivity is often used as a "buzz" 
word to support theoretical arguments, what it is intended to convey is not 
always clear. As a result it means different things to different people* 

This situation inhibits accounting communication and progress toward 
solutions of accounting theory problems. 

Because the accounting process does not exist independently of 
mankind, it is not objective in any metaphysical sense of that term. At the 
operational level of the accounting process certain olements can bo applied 
and some activities can be performed independently of the judgmental thought 
processes of individual accountants. Only thoso elements and activities are 
operationally objective. Since the remaining elements and activities are 
not operationally objective, the nood for judgment should be publicly 
stressed rather then modifying the objectivity concept to make it operation- 
ally usoful. Given the nature of objoctivity and the complicated nature of 
the accounting process, some individual judgment is desirable and will 
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always ba required. At the operational level Che accounting process is 
dynamic. Accordingly, the application of the operational concept of 
objectivity must bo over changing in response to the dynamic elements of 
the accounting process. 2 ^ 

Paton and Littloton take a different tack in departing from the 
concept of rigid objectivity when they say: 

Objective facts need not bo conclusively objective 
to bo dependable; if they ore convincingly objective, they 
are convincingly dependable. They may bo subject to later 
correction as subsequent and bettor evidence becomes availa- 
ble. Objectivity determined facts of one period may bo 
offset, and in effect canceled, by subsequent objectivity 
determined facts. But the facts first determined, if their 
determination was convincingly objective, arc none the less 
dependable facts as of that moment. They afford a better 
basis for action than unobjective facts, that is, subjective 
opinion. 

This statement appears to indicate a relaxation of insistence on arm’s 
length transactions as the criterion for objectivity while also implying 
that the (cost) basis of valuation might be subject to revision over timo. 

All of the foregoing commentary concerning objectivity, while 
buffering rigid connotations of the term, still do not actually get at the 
heart of what renders pure objectivity often unworkable in today's economic 
climate--the lack of relevance of purely objective information. In many 
cases valuations based on arm's-length transaction measurements may indeed 
be entirely useful. For purposes of this papor, however, it is submitted 
that such are not useful in measuring profitability under a climate of 
stoadily increasing price lovols, for the concept of oconomic realism is 
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completely ignored therein. Accounting purports to be a measurement science 

and it is a priori that any system of measurement exists by virtue of its 

utility. Presumably the more objective the system of measurement, the more 

useful it will be. It should be noted, however, that objectivity per se 

should not be the solo criterion for selecting accounting measurement 

systems. On the other hand, it is nearsighted to say that objectivity 

should be discarded altogether in favor of a vague and poorly defined notion 
27 

of "usefulness." Thus, the criterion of objectivity is relative, rather 

than absolute, and the exchange of sorao degreo of objectivity in return for 

28 

greater usefulness is clearly desirable. Usefulness, however, is an 
abstract concept end can be applied meaningfully as a criterion only when 
responsive to such questions as "useful to whom?" and "useful for what 
purpose?" Information that is useful to management in making its decisions 
is not necessarily useful to stockholders in arriving at their investment 
decisions. However, the former have information available from the realm 
of managerial accounting, whereas financial accounting provides the informa- 
tion for financial statements. Audited financial statements are intended to 
provide reliable information to appropriately interested parties and there 
is considerable precedent for identifying the primary users as the investor 
group. It has been suggested that the reliability of a measurement often 
can be improved by either sacrificing some objectivity or by changing the 
measurement system. Clearly any divergence from the historical cost 
convention might bo construod as doing both. However, for our purposes 

^Yuji Ijirl and Robert K. Jacdicke, "Reliability and Objectivity 
of Accounting Measurements," Account inn Review . XLI (July, 1966), 483. 

28 

Harvard Round Table, Measurement , p. 19. 

29 Ibid., pp. 20-1. 
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the degree of reliability is recognized as the important criterion and it 

will ultimately determine the extent to which the decision making public 

30 

will accept and use accounting measurements. 

Throughout contemporary accounting literature the argument of 
objectivity versus relevance wages on* The advocates of conventional 
accounting do not deny that a departure from historical cost might have 
greater relevance under current economic conditions* but rather insist that 
such is not the function of accounting. They argue that any digression 
from the recording of the amounts as stated in the course of the original 
arm’s length transactions hastens a groater loss of objectivity, and thus 
violates one of the basic postulates of accounting, yhat appears to be the 
point of departure of the two sides to the controversy Is what accounting 
is intended to portray or measure. Clearly the different objectives cannot 
bo attained by using the same method of measurement. One contemporary 
writer has stated, "It is important for the accountant to recognize that 
different descriptions or measurements may be used for different purposes."'** 
Others will not acquiesce to such a reconciliation of the basic problem and 
contend that insofar as the objective of measurement is to provide an 
interpretable indication of the magnitude of a property under specific 
conditions (as of a stated date, in accounting), the scale employed 
throughout the measuring Is necessarily a scale relevant under those 
conditions. In brief, no analysis of conventional accounting statements 
can yield sensible conclusions insofar as those statements employ scales 
for different items which vary materially in significance, or in the 

30 

Ijiri and Jaedicke, "Reliability and Objectivity," 483. 
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Harold Bierman, Jr., "Management and Accounting," Ac count inn 
R evie w* XXXIX (July, 1963), 501. 
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interpretation which may be placed upon them singly. To overcome this 
deficit units of differing significance must be transformed into units 
having the same significance. * 

Perhaps what we have are actually two separate lines of resistance 
to a departure from historical cost — one school opposing such a move on the 
grounds of losing objectivity, while the other presupposes that the economic 
conditions tinder which historical cost was originally measured are still 
sufficiently relevant and do not warrant a digression from conventional 
accounting methods. In regard to the latter, a price rise of 3 per cent per 
year may not seem significant, but over a 20 year period, as might well be 
the case with some long lived fixed assets, it would seem a reasonable 
conclusion that economic conditions have been significantly altered and the 
historical cost figures are no longer relevant. Yet, any attempts at a 
valuation basis of fixed assets is often met with strong resistance as 
"unsound" accounting practice. There may however, be some hope for a 
reformation of sorts. G. Edward Philips speaks of an "accounting theory 
revolution" with an increased emphasis on valuation as a means of rectifying 
some of present-day accounting's apparent ills: 

Most of the troubles accountants have in developing a 
means of judging soundness of accounting practices are caused 
by an inevitable conflict in tho need for figures which are 
both realistic and objectively measurable. Tills conflict 
might be expressed as value versus cost, subjectivity versus 
objectivity, or economic versus accounting Income concepts. 

The "accounting theory revolution" is primarily an 
attempt to got accounting theorists to concentrate on achieving 
tho optimum mcasuro of v alo rs rather than emphasising costs. 

Those who promote this revolution aro accused of introducing 
a dangerously high degree of subjoctivity into accounting. 

But the theory revolution does not necessarily imply more 
subjoctivity. It merely insists that the proper goal of 
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accounting i3 to measure exchange values a3 closely as 
possible whilo maintaining roasonable verifiability in the 
figures. It recognizes the need for objectivity, but 
insists that this need is a limitation on our ability to 
achieve the ideal in measuring values} it is not a basis 
for theory. 33 

The supporters of this revolution in accounting theory are sometimes 
considered to favor an ’’economic” rather than an ''accounting" concept of 
income. The conflict and the controversy surrounding it is not inherently 
conceptual or theoretical, it is rather judgmental or practical. 3 ^ The 
heart of the revolution is an emphasis on valu ation in measuring financial 
position and income. In much accounting literature there has been 
relatively little discussion of valuation, but rather an implicit emphasis 
on balance sheet figures as cost residuals and on income a3 being a result 
of matching historical costs (often determined through allocation processes) 
with related revenues. 

The revolution in theory does not necessarily imply a drastic 
revolution in accounting practice. Rather, valuation theory tells us that 
wo should measure the amount of an asset by using the best possible estimate 
of Its value. The best possible estimate is the most accurate amount that 
can be determined with reasonable objectivity, and with reasonable expense 
of obtaining the figure. To the extent that the figures accountants now use 
meet these requirements, there is no need for changes in accounting 
practice. 3 -* 

Having received some quartor from the notion that pure objectivity 
33 

G. Edward Fill lips, "Tho Revolution in Accounting Theory," 
Accounting Revie w, XXXVIII (October, 1963), 697. 

34 Ibid . , 698. 

35 Ibid., 699. 
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need not be a necessary criterion for accounting measurement, and being 
somewhat encouraged by the revelation that at least some sphere of the 
accounting profession is ready to accept a departure from historical cost, 
let us then proceed to examine some of the valuation bases discussed in 
contemporary literature. After considering aspects of feasibility, relative 
ob j ect i vi ty, and particularly relevance, hopefully one of the bases will 
emerge as being more useful in today's economic climate, while providing 
some means of reconciliation to the rigid adherents of conventional 
accounting. 



